All managers face a business environment in which international and macroeconomic phenomena matter. Understanding these phenomena-the determinants of capital flows, the effects of foreign capital on host countries, the impact of exchange-rate movements, and the genesis of financial and currency crises-is a crucial aspect to making informed managerial decisions. International capital flows can significantly affect countries' development efforts and provide clear investment opportunities for businesses. Adverse macroeconomic phenomena can exert a catastrophic impact on a firm's performance, as evidenced by the many strong companies destroyed by the successive crises in Latin America and the Asian financial crisis and the recent U.S. subprime mortgage crisis and the global financial meltdown of 2008 and 2009. But such episodes can also create business opportunities, and not just for the speculators that profit from them. Managers who have and use a coherent framework for analyzing these phenomena can secure a competitive advantage.
B. Purpose and Basic Insights of the Module
Global Capital and National Institutions: Crisis and Choice in the International Financial Architecture, focuses on the costs and benefits of international capital and the policies utilized to make it work. The book is composed of three intellectual segments.
 The cases in Determinants and Effects of International Capital Flows study both
potential positive and negative effects in host economies of opening up to international capital flows. In particular the cases analyze the effects of capital flows in the development efforts of countries, with an emphasis on FDI (which has become the main source of private flows to emerging markets) and the policies to attract and maximize FDI's benefits. In addition, the cases in this first segment analyze the effects of international capital flows in the context of financial crises.
 The second segment of the book, Policies and Strategies for Harnessing the Benefits of
Financial Globalization, focuses on the strategies to harness the benefits of financial globalization and minimize potential risks. The cases cover policies regarding the management of capital inflows using capital controls, the choice of exchange rate regime, and policies associated with the management of sovereign defaults. The module ends with a discussion of the effects of transfers of capital and debt relief between rich and poor countries.
 The last segment of the book, Challenges and Policies of Large Economies, studies the cases of the three largest economies in the world (Japan, China and the U.S.). 1 Because of their economic importance and political power, the policy options available to these countries, and their effects, are in many ways different from the standard "small open economy" cases analyzed previously in the module. The module ends with a discussion of the "global imbalances", the U.S. subpime crisis and the global financial crisis of 2008-2009.
Technical notes on capital controls, foreign direct investment, and sovereign debt and the international financial architecture accompany the cases.
I. Determinants and Effects of International Capital Flows
Institutions, Policies, and Capital Flows. "Botswana: A Diamond in the Rough," which introduces many of the themes in the book, examines the use of foreign capital and in particular FDI as a development strategy with an emphasis on the role of domestic institutions in reaping its potential benefits. The motivation for the case is the important but little-known fact that since achieving independence in 1966, Botswana has recorded the highest sustained real GDP growth rate of any country in the world. The mutually profitable partnership between De Beers and the government of Botswana has helped the country to avoid the so-called "resource curse" that has afflicted other African countries with abundant natural resources such as Angola, Congo (former Zaire) and Nigeria. The case highlights the critical behavioral foundations of the resource curse: whether it is manifested depends ultimately on development strategy and effective leadership. Although Botswana might be the exception that proves the rule, that very exceptionality reveals what can be accomplished with effective institutions and policymakers. The case introduces one of the main themes of the course, the role of good policy-making and solid institutions in harnessing the benefits of foreign capital. The case also identifies and develops the issues of communication, confidence, coordination, and institutional development and the role of policies that are central to the remainder of the course.
Policies and Effects of Foreign Direct Investment. "Foreign Direct Investment and Ireland's
Tiger Economy" provides an opportunity to deepen students' understanding of the topics introduced in the Botswana case, specifically with respect to FDI. The Irish government consciously nurtured an investment-friendly regime and supported institutions like the Irish Development Authority (IDA) that were created to attract and promote investment in Ireland. Foreign firms were lured with generous fiscal and financial incentives. Yet many observers argue that the FDI-centered approach resulted in the marginalization of Ireland's indigenous industry, which has remained on the economic periphery, and contend that overdependence on FDI has made the country's economy more vulnerable to external changes. FDI's potential benefits to a country extend beyond capital inflows and job creation to access foreign technology and markets and increased competition. However, for the benefits of FDI to materialize, host countries must create an overall enabling environment that includes stable macroeconomic conditions, more efficient capital markets, and better human and physical infrastructure. This implies that countries should consider the cost of policies aimed at attracting FDI and those of making investments to improve local conditions. Of course, this is not an either/or choice and the ends are not incompatible; better local conditions not only attract foreign companies, but also enable host economies to maximize the benefits of foreign investment.
The note "Foreign Direct Investment", which provides an overview of the evolution of international business and analysis of world opinion regarding FDI over time, is a useful complement to the Botswana and Ireland cases.
Capital Flows: Benefactor or Menace? "Transforming Korea Inc.: Financial Crisis and Institutional Reform" highlights two of the book's main themes. The case underscores the benefits of capital mobility versus potential risks and considers how domestic policies can exacerbate or mitigate those risks. Between 1980 and 2000, output per worker in Korea grew at 5.4% per year. During this period, the country experienced only two years of negative growth: in 1980 in the wake of the second oil shock, the international debt crisis, and the assassination of President Park Chung-Hee; and in 1998 in the midst of the Asian financial crisis that forced Korea to seek from the International Monetary Fund (IMF) and World Bank a record $58 billion emergency rescue package. Prior to the 1997-1998 crisis, the fundamental institutional distortion in Korea was the political power of the chaebols, which effectively manipulated the financial system to obtain access to cheap funding. Moral hazard in the form of a government bailout mentality was pervasive. Financial fragility was intensified by the government's decision, earlier in the 1990s, to open the economy to short-term but not long-term foreign lending.
The case "Chronology of the Asian Financial Crisis" complements the case.
II. Policies and Strategies for Harnessing the Benefits of Financial Globalization
Managing Capital Inflows. "Capital Controls in Chile in the 1990s (A and B)" is a two-case series that explores issues associated with capital mobility, exchange rate management, and policy management (the "irreconcilable trilogy") in the context of a country widely regarded as a "poster child" of reform. Chile had a disastrous early experience with opening its financial markets that culminated, in 1982, in the worst recession experienced by any Latin American country at the time. The country later restructured its domestic financial system and imposed extensive regulation and supervision. In the early 1990s, capital inflows threatened the central bank's ability to both maintain a stable exchange rate (to preserve competitiveness) and lower the inflation rate to international levels. Thus, in 1991, Chile adopted a framework of capital controls. The case presents instructors an opportunity to analyze the mechanics and objectives of capital controls by focusing on the control of inflows. A comparison is drawn between Chile's experiences with capital controls in the 1980s and 1990s. The case also examines the importance of other policies such as bank regulation and fiscal policy as well as the sequencing of policies with the tightening or loosening of capital controls to encourage economic growth and forestall economic crises. An important teaching point is that the system of capital controls instituted in Chile was complicated and its implementation was neither easy nor trivial: capital controls are complex policy instruments that rely on a central bank with strong enforcement capability.
The note "Capital Controls" summarizes the modern history of international financial market regulation, highlights the advantages and disadvantages of these restrictions, and describes the contemporary debate over controlling short-term capital flows.
Managing Capital Outflows. The case "Malaysia: Capital and Control" (HBS No. 702-040), explores how the Malaysian government managed the financial crisis that swept Asia in 1997-1998, with a focus on Malaysia's imposition of controls on capital outflows. This episode sent shock waves through policy and academic circles around the world, and reopened the debate about the pros and cons of unrestricted capital flows and the effectiveness of controls. The case focuses on the content of Malaysia's internal debate about capital controls, the reasons for the decision to impose them, the reaction of the international financial community, and lessons for other developing countries. Similarly, the case highlights that the implementation of capital controls is neither easy nor trivial. The case is a useful complement to the previous discussion.
Capital Flows and Monetary Policy in Emerging
Markets. "Brazil 2003: Inflation Targeting and Debt Dynamics" follows up the discussion by illustrating the challenges of formulating monetary policy in emerging markets, in particular, the conflict with exchange rate management in the context of a "fear of floating." The case also examines the mechanics of inflation targeting, a monetary framework arrangement that countries are increasingly adopting. Inflation targeting implies an explicit institutional commitment to meet a specified and publicly announced numerical inflation rate target or target range within a specified time frame, and emphasizes transparency through communication with the public and the markets about monetary authorities' plans, objectives, and decisions. In addition, the case fosters an understanding of debt dynamics in emerging markets.
Capital Mobility and Tax Policy. "Rovná Daň: The Flat Tax in Slovakia" explores the impact of increased capital mobility on national tax systems. During the 1990s, several east European countries had adopted flat taxes; Slovakia followed suit and, on January 1, 2004, imposed a flat tax of 19% on personal income, corporate income, and value added tax as part of a central piece of economic reform in hopes of luring foreign investors through improved business transparency and simplification of tax laws. Slovakia's and Ireland's fiscal policies, in an era of increasing European financial integration, thus raised the stakes for European leaders to coordinate and possibly harmonize their tax systems.
Incentives to Investments and Institutions. "Special Economic Zones in India (A): Public Purpose and Private Property," and "Tata Motors in Singur: Public Purpose and Private Property (B)," discusses a popular policy to increase investments and foster development. In 2005, the government of India enacted the Special Economic Zones (SEZ) Act in order to attract foreign investment, generate export revenues and create manufacturing jobs. However, several planned projects faced difficulties in acquiring land for setting up the SEZ. In December 2007, the government of India introduced the Land Acquisition Amendment Bill in the national parliament as a way to solve the significant land acquisition problems which were slowing down industrial projects in India. The Bill proposed to significantly extend the definition of "public purpose" for which the government could use the power of eminent domain to acquire land from private parties. Both the SEZ policy and the proposed Bill proved quite controversial, leading to intense debate and widespread protests. Some critics felt that while the SEZ policy might increase manufacturing employment and investment, the resulting land acquisition could threatened the livelihood of millions of farmers and further hamper India's sluggish agricultural sector. Others questioned the necessity of government involvement in land transactions between private landowners and private developers. The case allows for a critical discussion about the appropriate role of the government in fostering economic development.
Sovereign Debt and the International Financial Architecture. "Creditor Activism in Sovereign Debt: 'Vulture' Tactics or Market Backbone" highlights the problems associated with coordination at the international level. The case allows students to understand the differences between sovereign debt and corporate debt (ability-versus capacity-to-pay problems) through the lens of the fascinating and frequently controversial firm Elliot Associates, which has played an important role in shaping the sovereign debt market. Elliot Associates, a so-called "vulture" fund or "rogue creditor," invested in sovereign debt at discounted prices and sued for full recovery. Many observers deride firms such as Elliott, which seek to profit from sovereign debt restructurings at the expense of countries suffering economic hardship and of the majority of bondholders whose cooperation accommodates the restructurings. Critics believe that these holdout creditors create "collective action problems" and present a major obstacle to successful sovereign debt restructurings. Others argue that activist investors, in fact, improve the market overall by demonstrating the enforceability of contracts. They assert that creditors who receive favorable judgments in support of claims against countries face too many hurdles in collecting.
The session ends with a discussion of the international financial architecture that provides an opportunity for the class to apply and summarize lessons and implications derived from the cases. Successive economic crises in the 1990s and early 2000s-Mexico in 1994, Asia in 1997, Brazil in 1999, and Argentina in 2001-intensified the focus on reforming the "international financial architecture." As many of these crises involved defaults on sovereign bonds, an important component of the discussion is the composition of international capital flows and sovereign debt restructuring. The note "International Capital Markets and Sovereign Debt: Crisis Avoidance and Resolution," which describes some of the proposals advanced to reform the international financial architecture, is a useful complement to the discussion.
Capital Flows Between Rich and Poor Countries. "Aid, Debt Relief, and Trade: An Agenda for Fighting World Poverty (A) and (B)" reviews the challenges of growth and development, the state's role in creating functioning markets, and the potential role of aid and debt relief in promoting economic growth by examining the difficulties and problems that face the world's poorest countries. Amid the debate over aid versus debt relief, the private sector, often backed by wealthy foundations, has emerged as an active donor, but faces scrutiny as to whether it can improve the distribution and function of aid. The case builds on one of the recurring themes of the course: capital, even putatively "free" capital in the form aid, cannot really improve economic performance in a sustained way without being channeled into effective domestic institutions. Although aid can achieve other goals-distributing food and education to those in need, perhaps assuaging the guilt of the world's richest countries and individuals with respect to their sense of obligation to help the poor-unless the much greater challenge of institution-building is taken into account, the current state of affairs is likely to disappoint both donors and recipients.
Challenges and Policies of Large Economies
The cases of the three largest economies of the world-Japan, China, and the United States-are examined next. Due to these countries' economic and political importance, the issues and policy options open to them are in many ways different from those studied in the standard "small open economy" cases. The module ends with discussion of current financial crisis.
Monetary Policy in Japan. "Kinyuseisaku: Monetary Policy in Japan (A)" reviews Japanese monetary policy over the last two decades with an emphasis on the experience of deflation. After what seemed like a miracle performance, the Japanese economy fell stagnant for more than a decade. The "lost decade" has been attributed to many problems: burst of the bubble, bank problems and non-performing loans, failed fiscal policy, and slow structural reforms. But many critics point to failed monetary policy, as deflation is a monetary phenomenon. The case accommodates a critical analysis of the policies that the country implemented and an in-depth discussion of monetary policy, tools, and mechanisms and their effectiveness. "Kinyuseisaku: Monetary Policy in Japan (B)" updates to case to the current dilemma faced by authorities as they deal with the Global Financial Crisis of 2008-2009 with a history of high debt levels and low interest rates.
Exchange Rate Policy in China. "China: To Float or Not to Float? (A)" links China's exchange rate policy with its development strategy. 2 On July 21, 2005, China revalued its decade-long, quasi-fixed exchange rate of approximately 8.28 yuan per U.S. dollar by 2.1% to 8.11, and introduced a more marketbased exchange rate system. Yet the move fell short of many analysts' and economists' expectations. Extensive controls on capital movements into the country that had helped counter some inflationary pressure were increasingly becoming a target of debate as China continued to integrate itself into the world economy. An important objective of the case is to impart an understanding of the mechanics of China's exchange rate policy, specifically, the role of capital controls and policy sterilization, as well as the challenges, risks, and benefits associated with maintaining a quasi-fixed exchange rate against the U.S. dollar. Comparisons with the Chile case encourage students to recognize that the policy motivations and institutional capacity of the government are essential to informed understanding of both the purpose of the regime and the conclusions that governments and market participants should draw from those countries' experiences. The case also emphasizes the importance of sequencing exchange rate reform with changes to the banking sector and capital controls. The U.S. Current Account Deficit and Global Imbalances. The U.S. current account deficit of close to $800 billion in the mid 2000s had been referred to as a paradox, a conundrum, and a threat. Considered at the core of so-called "global imbalances," the deficit caused consternation among policymakers around the world. Current account surpluses in poor and emerging economies took the bulk of the "other side"-China, East Asia, oil (non-OECD) exporting countries, and other emerging economies account for close to 75% of the foreign lending to the United States. The goal of the case is not only to analyze the implications of the U.S. deficit on the world economy and business environment, but also to make sense of the deficit in the context of traditional macro and international economic tools. As world savings finances world investments (that is, the sum of the world's current account deficit has to add to zero), changes in the U.S. current account deficit have implications for other countries' current accounts. As such, the evolution of the global imbalances has a first-order impact on world exchange rates, world patterns of exports and imports, international capital flows, and global growth. Building on the discussion in the China case, in addition to historical comparisons to U.S. current accounts deficits in the 1970s and 1980s, the case emphasizes that "politics"-the political pressures for potentially chaotic adjustments-are the main threat to what seems to be an "equilibrium" with economic incentives of the main parties aligned to sustain "global imbalances." A model of exchange determination as outlined in "The U.S. Current Account Deficit Spreadsheet" (HBS No. 706-701) complements the discussion. The model, which incorporates three areas-the United States, Europe, and Asia-can be used to calibrate bilateral real exchange rate changes in response to various scenarios under which global current account imbalances might adjust. st Century" discusses the world implications of the U.S. meltdown. Many analysts believed the large U.S. deficits raised the risk of a sharp and disorderly macroeconomic adjustment that could be painful, for the United States as well as for the rest of the world. By 2009, governments had taken various policy measures over the last few months to tackle the subprime mortgage crisis that threatened to drag the economy into a recession. Yet as the global economy faced slower growth stemming from the U.S. mortgage crisis, policy makers were caught in an intense debate over what the 'right' solution would be and the implication of these policies on global imbalances. 
II. Overview of Cases and Readings

Case Synopsis
Since achieving independence in 1966, Botswana has recorded the highest sustained real GDP growth rate in the world. Moreover, Botswana, arguably the most politically stable country in Africa, has enjoyed a democratic regime since independence. The achievements of this small, landlocked country situated in sub-Saharan Africa appear even more impressive because they have occurred in a region generally associated with economic stagnation and political unrest. The case highlights Botswana's mutually profitable partnership with De Beers as evidence of using FDI as a successful development strategy. Independence leaders such as Sereste Khama and Quett Masire gained a broad political base and made far-sighted policy decisions about the country's most important asset, diamonds. That Botswana was able to avoid the natural resource curse that has haunted virtually all natural resource-abundant countries, including Angola, Zaire (Congo), and Nigeria, is largely attributable to the role played by institutions. But a weaker diamond market and no strong alternative sector for foreign investment pose major challenges for the nation going forward.
The note "Foreign Direct Investment" (HBS No. 703-018), which provides an overview of the evolution of international business and analysis of cycles of world opinion regarding FDI, is a useful complement to the case.
Teaching Objectives
 Define and differentiate FDI flows from other forms of foreign capital flows.
 Discuss the determinants of and motivations for FDI flows.
 Analyze the benefits of FDI and FDI-led strategies to host countries. 
Case Synopsis
Ireland's transformation from one of Europe's poorest countries into one of its richest in a short span earned it the nickname "Celtic Tiger." Its spectacular growth is attributed in large part to FDI, particularly from the United States. Ireland has, through government institutions such as the Irish Development Authority (IDA), focused its energies on attracting foreign investors with a combination of marketing strategies and fiscal and financial incentives. But the remarkable economic record of the 1990s, notwithstanding the efficacy and long-run viability of an FDI-focused growth policy, has come under scrutiny. Can Ireland continue to attract and sustain significant levels of FDI in the face of rising costs and labor shortages at home and increasing competition from eastern European countries, aggressively trying to attract foreign investment and reducing corporate taxes?
The note "Foreign Direct Investment" (HBS No. 703-018), which provides an overview of the evolution of international business and analysis of cycles of world opinion of FDI, is a useful complement to the case.
Teaching Objectives
 Critically assess Ireland's development strategy.
 Discuss and debate the role of FDI, pros and cons as well as benefits and costs, in the context of Ireland's growth.
 Critically assess the merits of government policies for attracting FDI to a host country.
 Discuss the effects of policies for attracting FDI within the context of the European Union.
Proposed Assignment Questions 
Case Synopsis
In December 1997, Korea, which had prided itself on its remarkable growth over the previous few decades, suffered the humiliation of asking the International Monetary Fund (IMF) for a record $58 billion bailout. Korea had emerged from the aftermath of the Korean War (1950) (1951) (1952) (1953) and embarked on an export-led growth strategy that, by the 1980s, had transformed the nation from one of the lowestincome countries in Asia into a major exporter. The country's economy continued to grow at a rapid pace through aggressive state intervention and capital controls, coupled with high savings and relatively low unemployment. By 1996, Korea had become the world's 11th largest economy and joined the Organization for Economic Cooperation and Development (OECD). But just one year later, it was swept up in the Asian financial crisis, which exposed fundamental weaknesses in its economy, ranging from huge bad loans in the banking sector to overcapacity in the manufacturing sector to reckless growth policies pursued by large conglomerates-the engines that had been driving the nation's economic growth. Under the IMF's guidance, Korea launched a sweeping reform plan that overhauled its financial sector, revised its domestic labor laws, and opened up its market to greater foreign investment.
As Korea approached the ten-year anniversary of the financial crisis, reactions were mixed. Some observers praised the country for having made significant improvements in its banking system and overall regulatory environment. But others believed that Korea needed, in addition to regulatory and institutional reforms, to find a new growth model capable of generating sustainable economic growth, especially as neighboring China and Japan seemed to be increasingly threatening its competitiveness in the global export market.
The case "Chronology of the Asian Financial Crisis," (HBS No. 708-001), which provides a detailed overview of the events surrounding the crisis, complements the discussion.
Teaching Objectives
 Explain the role of economic development strategy in the context of a country's political background, recognizing that political constraints, especially if international or domestic political conditions change, might facilitate or hinder growth strategy.
 Understand the benefits of capital mobility versus the potential risks of financial liberalization in the case of Korea, in particular, in relation to the large family conglomerates that dominated the country's economic landscape for decades.
 Grasp the origins of Korea's financial crisis such as vulnerabilities to external shocks and institutional inadequacies, both domestic and global.
 Explore and examine the appropriateness of the policies that the IMF prescribed to a country suffering from financial crisis.
Proposed Assignment Questions
1. How did Korea achieve its economic "miracle"? 
"Capital Controls in Chile in the 1990s (A)" (HBS No. 705-031) Case Synopsis
In 1991, Chile adopted a framework of capital controls focused on reducing the massive flows of foreign investment coming into the country. Because international interest rates remained low, capital inflows threatened the central bank's ability to manage the exchange rate within a crawling band that aimed to eventually lower the rate of inflation to international levels. Until the Asian financial crisis of 1997 and the Russian debt crisis of August 1998, Chile's economy had performed spectacularly under, or perhaps despite, these controls. But in the aftermath of those crises, the country's economy began to suffer through both trade and financial channels. Its current account deteriorated not only because Chile relied on Asia as a market for one-third of its exports, but also because the price of copper, its largest export product, plummeted as demand from Asia dwindled. Financial flows to Chile, as to emerging markets in general, fell dramatically as investors panicked. By the end of 1999, Chile had experienced Latin America's most severe "sudden stop" of external capital flows. Many private sector observers blamed the controls for unnecessarily adding to the strain and demanded that they be dismantled. But Chile's central bank continued to defend the controls, arguing that they had helped to insulate the country from worse contagion. Chile was thus forced to decide what to do about its system of capital controls in this new economic environment. The note "Capital Controls" (HBS No. 702-082), which traces the modern history of capital controls and presents the debate regarding the advantages and disadvantages of international financial market regulation, is a useful complement to the Chile cases.
Teaching Objectives
 Explore the relationships among capital mobility, exchange management, and monetary policy (the "irreconcilable trinity").
 Introduce the mechanics and objectives of capital controls.
 Highlight the academic discussion of, and encourage students to debate, the advantages and disadvantages of capital controls, particularly on inflows.
 Compare Chile's experiences with capital controls in the 1980s and 1990s, and discuss the importance of other policies (such as bank regulation and fiscal policy) to encouraging economic growth and deterring economic crises. 
Case Synopsis
On September 1, 1998 Malaysia imposed strict currency and capital controls, banning offshore trading of the Malaysian ringgit and restricting outflows of capital. The Malaysian capital controls sparked an enormous controversy in the world of international finance, and they remain at the center of debates among economists and policy makers. These debates include the following questions: Did the Malaysian capital controls successfully insulate the country's economy from the crisis? Did the capital controls promote an economic recovery that outpaced Malaysia's more orthodox neighbors, such as Korea? Does the Malaysian experience hold lessons for other developing countries facing financial crises? The case is designed to encourage students to engage each of these debates. Malaysia: Capital and Control was written for use in Business, Government, and the International Economy (BGIE), a required first-year course at Harvard Business School.
The note "Capital Controls" (HBS No. 702-082) is a useful complement to the case.
Teaching Objectives
 Deepen understanding of the mechanics and objectives of capital controls as well as the academic discussion of, and encourage students to debate, the advantages and disadvantages of capital controls, particularly on outflows.
 Debates the origins of the Malaysian capital controls. 
Assignment Questions
Case Synopsis
In October 2002, Brazilians elected for the first time in the country's history a left-wing president, Luís Inácio "Lula" da Silva. As markets faltered in response, da Silva reaffirmed his commitment to fiscal discipline, a floating exchange rate, and inflation targeting. By August 2003, however, his attempt to change market sentiment was coming under threat, as the country faced a looming recession. Skeptics began to worry that the new PT (Worker's Party) government would be forced to resort to printing money to meet its campaign promises. Moreover, with observers questioning the sustainability of Brazil's large public debt situation in the wake of Argentina's massive default on its public debt at the end of 2001, da Silva was under intense pressure to implement measures that would help spur the economy and deliver immediate results. 
Robert Fico, the newly elected Prime Minister of the Slovak Republic (Slovakia) in 2006, faced a crucial policy decisionwhether to keep the controversial Rovná Daň, or 'flat tax' that his predecessor, Mikuláš Dzurinda, had adopted as part of a central piece of economic reform to bring stability and growth to the country. A flat tax was defined as an income tax that applied the same rate to everyone, regardless of one's income level, often excluding deductions or exceptions. During the 1990s, several Eastern European countries such as Estonia had successfully adopted flat taxes; Slovakia followed suit and on January 1, 2004, imposed a flat tax rate of 19% on personal income, corporate income, and Value Added Tax (VAT). According to Slovakia's Ministry of Finance, Ivan Mikloš, the broad objectives of the tax reform were the "creation of a business and investment friendly environment for both individuals and companies; elimination of existing weaknesses and distortionary effects of the tax law; and achievement of a high degree of tax fairness by taxing all types and amounts of income equally." Other goals included luring foreign investors through improved business transparency and simplification of tax laws. Yet despite positive growth, Dzurinda's reform plan had also led to cuts in public spending and high unemployment. Amid growing public discontent over the flat tax, Fico won the election as a critic of the existing tax system and as a proponent of reinforcing the welfare state. His decision whether to keep or overhaul the tax system in a nation suffering from reform fatigue would not only have an impact on the long-term sustainability of reforms, but also on Slovakia's compatibility with the European Union integration.
The note "Foreign Direct Investment," (HBS Note 703-018) serves as a useful complement to the case discussion.
Teaching Objectives
 Understand the general principles of public finance and examine the objectives and purposes of a tax system.
 Understand the role of tax policy within the context of a nation's overall development strategy and its effect on the business environment  Explore the principles behind what makes a tax system fair, equitable, and optimal, especially in relation to political economy considerations.
 Review the goals and complexities of adopting a flat tax system and whether it can serve as a fundamental platform for sustainable economic growth and foreign investment.
 Examine the flat tax's compatibility with the European integration initiative, as taxes and welfare systems are at the core of the different capitalist models in Europe. 
Proposed Assignment Questions
Case Synopsis
In December 2007, the government of India introduced the Land Acquisition Amendment Bill in the national parliament. The Bill proposed to significantly extend the definition of "public purpose" for which the government could use the power of eminent domain to acquire land from private parties. Under the terms of the proposed bill, if a "public serving" company had acquired 70% of the land for a project, the government could use the power of eminent domain to acquire the remaining 30% on behalf of the company. The bill was introduced as a way to solve the significant problems of land acquisition which were slowing down industrial projects in India. In 2007, farmer protests led to the cancellation of the project to build a Special Economic Zone in West Bengal state. India had enacted the Special Economic Zones (SEZ) Act in 2005, to create duty-free areas that were given various regulatory, infrastructural, and taxation benefits, similar to export processing zones in other countries. These zones were designed to attract investment from foreign and domestic sources, and fuel employment in the services and manufacturing sectors. Industrial projects outside Special Economic Zones were also facing difficulties in land acquisition. Both the SEZ policy and the proposed bill proved quite controversial, leading to intense debate and widespread protests. 
Teaching objectives
 Understand that the underpinnings of a private property system include protection against expropriation by the state as well as other individuals, and that violating such protections, even for a "public purpose," can lead to an erosion of perceived security of property.
 Discuss the limits to private property rights, and the circumstances under which governments should be allowed to acquire private property. This is part of the larger question of the appropriate role of the government in facilitating economic development.
 Explore the logic behind setting up Special Economic Zones as a development strategy, and the pre-conditions needed for this strategy to succeed. In particular, the students should consider whether the benefits generated by SEZs can justify government intervention in establishing them.
 Analyze the factors driving political risk with regard to land acquisition in emerging markets, and the necessity of involving all stakeholders, not just the current government.
Assignment questions
1. Should the Indian government change the law on eminent domain, so that they can acquire land for Special Economic Zones?
2. Is setting up Special Economic Zones the right development strategy for India?
3. What could Tata 
Case Synopsis
The role of distressed debt funds, also known as "vulture funds," in sovereign debt restructuring was a hotly debated topic, especially after Elliott Associates successfully converted an $11 million investment in Peruvian bonds into a $58 million cash payout from the country, representing the full face value of $21 million plus past-due interest. Many observers derided "vulture" and "rogue creditor" firms such as Elliott that sought to profit from sovereign debt restructurings and maintained that these holdout creditors presented a major obstacle to successful sovereign debt restructurings. But other observers argued that activist investors, in fact, improved the market overall by demonstrating the enforceability of contracts. Elliott and similar firms have changed the "business" of sovereign debt by taking a determined approach to ensuring that their contracts are enforced. Contrary to conventional wisdom, holdouts have not tended to derail restructurings. In most incidents, an 80-90% participation level is achieved in restructuring. Argentina's case in 2005, with 76% participation, was an exception. Holding out is risky. Specialized firms like Elliot have been successful, but not every investor can be. A coordinated international approach might be warranted, however, as it is debatable whether courts in "rich" countries should be making decisions about which defaults are allowable or not due to capacity-versus willingnessto-pay problems. It is difficult to keep politics out of the decision, which accounts for the tendency of Europe and the United States to take an ambiguous and ambivalent approach to the problem of attachment.
A supplementary note on sovereign debt, "International Capital Markets and Sovereign Debt: Crisis Avoidance and Resolution," (HBS No. 707-018), describes how successive economic crises in the 1990s and early 2000s intensified the focus on reforming the "international financial architecture." Because many of these crises involved defaults on sovereign bonds, an important component of the discussion revolved around the composition of international capital flows and sovereign debt restructuring. With the official sector, private creditors, and sovereign debtors concerned about different issues, proposals surrounding the topic varied widely. The note describes some of the proposals and summarizes their advantages and disadvantages.
Teaching Objectives
 Explore the differences between sovereign debt and corporate debt (ability-versus capacity-to-pay problems).
 Highlight the problems of collecting after receiving favorable judgments against countries.
 Debate the benefits and drawbacks of "vulture funds" in sovereign debt restructuring, and analyze their effects on the sovereign debt market more generally.
 Consider whether institutional intervention is required in sovereign debt restructuring. 
Proposed Assignment Questions
Case Synopsis
At the 2005 Group of Eight (G8) Summit at Gleneagles, Scotland, world leaders called for full debt relief for the world's poorest countries and agreed to double aid to Africa by 2010. The decision, in the spirit of helping to end world poverty and hunger, was called "real and achievable progress" by British Prime Minister Tony Blair. But critics questioned whether the proposal was a reliable way to fight world poverty and, in particular, whether debt relief or aid could promote investment and economic growth in the world's highly indebted poor countries (HIPCs). The role that bilateral and multilateral institutions such as the World Bank and their conditional aid packages have played in enabling growth and development of the world's poorest countries seemed to be called into question by the G8's announcement. Although observers might be quick to criticize donor policies, there is little consensus regarding the best policy for distributing aid and ensuring that the money is spent efficiently and effectively. 
Teaching Objectives
 Review the challenges to growth and development, the state's role in creating functioning markets, and the interaction between markets and institutions by examining the difficulties and problems facing the world's poorest countries.
 Understand the potential of aid flows and debt relief to promote economic growth by improving efficiency and incentives for investment.
 Differentiate among different kinds of capital flows across sovereign countries-private debt, sovereign-to-sovereign lending, international financial institutions' loans to individual countries, and corporate private debt-and their respective implications.
 Understand the complications involved in aid distribution such as a country's ability (or inability) to accumulate and efficiently spend aid, and the politics of sovereign-to-sovereign lending with respect to whether countries' own political motivations align with the overarching humanitarian issue of trying to resolve world poverty.
 Examine the private sector's role in tackling poverty and health issues around the world, and assess whether and how private funding could be effective by reviewing the non-profit organizations, foundations, and microfinance projects that are emerging in greater numbers. 
Proposed Assignment Questions
Case Synopsis
Toshihiko Fukui, the governor of the Bank of Japan (BOJ), faced a complex situation in the fall of 2007. Japan was experiencing the longest business recovery in its postwar history. The BOJ had abandoned its zero interest rate policy (ZIRP) in 2006 after five years, and increased rates twice to 0.5%, but was eager to raise them again to more "normal" levels to exert effective monetary policy. However, the timing and approach remained controversial issues. Economic data were mixed and a large public debt burden, approximately 170% of the country's gross domestic product accumulated from past efforts to lift the economy out of its slump through fiscal expansion, could not be ignored. Japan also faced a demographic crisis in the form of an aging population that would increase pension and health-care costs, and thereby place greater pressure on public spending. Moreover, there was growing uncertainty in the global financial markets stemming from the United States' sub-prime mortgage crisis. Although the BOJ had the autonomy to make an independent decision regarding monetary policy, Fukui was placed in a delicate position; numerous factors and different interest groups' concerns would need to be considered in making what would be a critical decision for the future of the Japanese economy. 
Teaching Objectives
 Analyze the impact of monetary policy on Japan's economic performance over the past few decades.
 Examine the effects and consequences of conducting monetary policy in a deflationary environment.
 Understand the importance of managing expectations to conduct monetary policy effectively and efficiently.
 Evaluate how other policies and factors such as fiscal policy, the banking sector's non-performing loans, and the international financial markets affected Japan's economic recovery and, more specifically, the effectiveness of its monetary policy.
 Explore potential future policy options for improving the nation's current situation.
Proposed Assignment Questions
1. Evaluate Japan's performance over the past two decades. What is wrong with the economy? Is it a lack of supply (structural) or lack of demand problem?
2. Assess the BOJ's actions during the "lost decade" and moving into the early 2000s. 
Case Synopsis
On July 21, 2005, China revalued its decade-long, quasi-fixed exchange rate of approximately 8.28 yuan per U.S. dollar by 2.1% to 8.11. At the same time, a more market-based exchange rate system was introduced. But many analysts and economists who had been calling for more drastic changes in the dollar-to-yuan exchange rate were disappointed. Modification of China's exchange rate regime had been eagerly anticipated and hotly debated in the preceding months, as China's trade surplus against the United States reached record highs and frictions increased with Europe and Japan. Not only were outside pressures intensifying, but analysts argued that the tightly managed exchange rate was straining China's own economy. They noted that the exchange rate was expensive to sustain and contributed, as well as limited China's flexibility to respond to a potentially overheating economy. It remained to be seen what China would ultimately choose to do with its exchange rate regime.
Additional short cases that can be used to supplement the main case include: France, faced strong local competition and a difficult market. Alcatel confronted the question of whether and how it would be able to recover growth in the Chinese market even as initiatives were underway to increase the focus on services over equipment, expand its Chinese research and development presence, and merge with a U.S. competitor, Lucent.
Teaching Objectives
 Link China's exchange rate policy with its development strategy and explore the historical context of, and sustainability of flaws in, China's development strategy.
 Understand the mechanics of China's exchange rate policy, specifically with respect to the role of capital controls and sterilization, and the challenges, risks, and benefits of maintaining a quasifixed exchange rate against the U.S. dollar; highlight the importance of sequencing exchange rate reform with banking sector and capital controls reforms.
 Debate what China should do with its exchange rate policy and how different actions will affect businesses located in China and elsewhere.
Proposed Assignment Questions
What are the implications of China's exchange rate policy for doing business with and "against" China?
2. How is China's exchange rate policy linked to its development strategy? How would changes in exchange rate policy affect growth in China as well as in the rest of the world? 
Case Synopsis
Investors and policymakers worldwide were confronted with the risk of painful economic consequences arising from the large and growing U.S. current account deficit. The implications of the widening deficit were intensely debated. Among those arguing that the large deficit would eventually resolve itself smoothly, even if it persisted for many years, was Federal Reserve Chairman Alan Greenspan, who anticipated a "benign resolution to the U.S. current account imbalance." 3 Others, such as economists at the World Bank, believed the large deficit risked a sharp and disorderly fall of the dollar, and that necessary macroeconomic adjustment could be painful, for the United States as well as for the rest of the world. 4 Despite the ongoing deficit, the gap between foreign holdings of U.S. assets and U.S. holdings of foreign assets was slightly improving. After widening to unprecedented levels, from 4.6% of GDP in 1996 to 23.2% of GDP in 2001, net liabilities fell to 16.3% of GDP in 2006. The improvement was driven by the devaluation of the dollar and the more rapid appreciation of U.S.-owned foreign assets (in local currency) than that of U.S. dollar liabilities (in dollars). The Financial Times asked: "How long will foreigners be prepared to make such generous 'gifts' to the US?" 5 In this environment, Berkshire Hathaway, run by legendary investor Warren Buffett who postulated that current account imbalances would lead to "some chaotic markets in which currency adjustments play a part," announced to shareholders a plan to increase investment in overseas companies to protect against this risk. 6 It remained to be seen what results this currency bet would ultimately yield.
A simulation model (HBS No. 706-701) of the U.S. current account deficit based on Maurice Obstfeld and Kenneth Rogoff's, "Global Current Account Imbalances and Exchange Rate Adjustments," can be used in conjunction with this case. 7 
Teaching Objectives
 Study the drivers of the widening U.S. current account deficit and explore the effects of an adjustment on the world economy and business environment.
 Review the dynamics of the current account including the impact of: domestic savings and investment relative to world savings and investment; trade and international capital flows; international growth and productivity in traded and non-traded goods; prices, interest rates, and exchange rates; and fiscal and monetary policy.
 Emphasize that the current account deficit is the general equilibrium outcome of domestic and international forces.
 Explore the interaction between the current account balance and net liability position including the effect of valuation (e.g., the fact that the net liability position can be brought closer to balance through changes in asset values such as a dollar depreciation that raises the value of foreign assets held by U.S. residents).
 Explore parallels with previous historic periods of U.S. external imbalance. 
U.S. Subprime Mortgage Crisis: Policy Reactions (A) (HBS No. 708-036) Case Synopsis
By early 2008, the U.S. Government and the U.S. Federal Reserve Board had taken various policy measures over the last months to tackle the subprime mortgage crisis that threatened to drag the economy into a recession. The Bush administration approved a fiscal stimulus package exceeding $150 billion. Interest rates had been repeatedly cut at the fastest pace in decades to 2.25% as of March 2008. In March 2008, the U.S. Federal Reserve Board, in an unprecedented move, played a critical role in orchestrating JPMorgan Chase's purchase of Bear Stearns, the fifth largest U.S. investment bank. This was no ordinary deal between two investment banks on Wall Street. The Fed had consented to cover up to $29 billion in potential losses from Bear Stearns' risky assets, whose financial woes were linked to the U.S. subprime mortgage crisis. In a separate move, to ease the economy's credit crunch, the central bank also opened a direct credit line for investment banks for the first time in history. The policy broke away from the traditional practice of directly lending to commercial banks only. These moves were all aimed at restoring investors' confidence amid concerns of the widespread impact of the mortgage crisis.
Policy makers, academics, and business leaders were caught in an intense debate over what the best policy response would be moving forward. Some argued for an aggressive monetary and fiscal expansion to prevent a recession in the United States. Additional proposals ranged from the Fed and the Treasury to take on a more direct responsibility for financial regulation of investment banks to the provision of aid for the millions of homeowners who now faced foreclosures, unable to meet their housing payments. Many critics, however, viewed the Fed's involvement in the Bear Stearns and some of the proposals advanced to date as a bailout for financial institutions' imprudent lending practices conducted especially in the subprime mortgage sector and homeowners' reckless borrowing.
The Case "U.S. Subprime Mortgage Crisis: Policy Reactions (B)" (HBS No. 709-045) complements the discussion and updates events. By March 2009, one year had passed since investment bank Bear Stearns had been bailed out in an effort to stem the subprime mortgage crisis from spiraling out of control. However, the situation had turned from bad to worse. Several big companies that represented the heart of America's financial system, including Lehman Brothers and insurance giant AIG, had faltered. In fact, the United States had plunged into the worst financial crisis and recession not seen since the Great Depression. About 2.6 million jobs in 2008 had been axed, coupled with a loss of wealth and depressed consumer confidence. The Bush administration attempted to breathe life back into the economy pushing for a stimulus package, and creating various lending programs for debt-ridden banks. The Fed had dropped interest rates to near zero and pursued quantitative easing policies. Yet as the economy showed few signs of turning around anytime soon, now, the responsibility fell on newly elected President Barack Obama. The new administration pursued a new fiscal stimulus and the new policies to tackle the problems in the financial system. The effectiveness of policies remained to be seen. 
Case Synopsis
In 2009, the World Bank and the International Monetary Fund (IMF) forecasted that the world economy would contract for the first time in the post war period. By then governments around the world had taken various policy measures over the last few months to tackle the subprime mortgage crisis that threatened to drag the economy into a recession. Individual nations tried to stabilize and steer their economies towards recovery through monetary, fiscal, and financial policies. Yet as the global economy faced slower growth stemming from the U.S. mortgage crisis, policy makers were caught in an intense debate over what the "right" solution would be, and the implication of these policies.
Teaching Objectives
 Analyze the global causes and consequences of the U.S. subprime crisis and the relation to the global imbalances.
 Explore the policies available for countries, in particular developing ones, to deal with the consequences of the crisis.
 Analyze the role of coordinated efforts and the role of international institutions in the crisis. 
Assignment Questions
III. International Capital Flows
A. Patterns of International Capital: 1970s-2000s
Cycles in capital flows, especially in emerging markets, have been observed for nearly two hundred years. 8 The module focuses on events that occurred during the last three decades as they hold important lessons for current policy-makers and the business environment that managers face today.
In the late 1970s, banks in the United States (and other industrial countries) recycled OPEC surplus to emerging markets, in particular, Latin America. This took place against a background of soaring commodity prices and high inflation in the advanced economies, coupled with low real interest rates and weak loan demand in the United States. Capital flows through bank lending surged during this period. But in the early 1980s, the situation changed dramatically. Interest rates rose sharply as the U.S. Federal Reserve acted to reduce spiraling double-digit inflation, thus dampening economy activity and lowering commodity prices and demand. As most of the loans had either short maturities or variable interest rates, the prospects for repayment quickly deteriorated. In the summer of 1982, debtor countries, led by Mexico, could not secure the added credit they needed to pay the high interest and offset the shortfall of export earnings. Mexico's debt moratorium in August 1982 sent shock waves around the world, and the highly exposed and leveraged banks retrenched from emerging markets and Latin America in particular. 9 One after another, developing countries experienced currency crises, banking crises, or both. Numerous crises, including some of the worst hyperinflations uncorrelated to wars, occurred in Latin America during the "lost decade" that followed. 10 The drought in capital flows lasted until 1990. Debt restructuring and negotiation paved the way for a rediscovery of emerging markets. 11 Renewed access to international capital markets in the wake of the resolution of the debt crisis led to a surge in available external capital. Mexico, for example, having implemented a successful inflation stabilization plan and having signed NAFTA, became the darling of foreign investors. 12 Notwithstanding the 1994-1995 Mexico crisis, capital flows to East Asian miracle economies such as those to Korea and Malaysia increased no less dramatically, especially after 1995, when shortterm interest rates in Japan headed towards unprecedented lows. 13 Other emerging counties such as Chile also experienced a surge of capital inflows. 14 What followed was a period of extreme financial turbulence, starting in Asia and spreading to Latin America and other regions.
After a sharp reduction in capital flows to emerging markets during 1998-2002, spreads narrowed to levels not seen since the early 1990s. This new wave of easy access to cheap international credit found the U.S. current account deficit (the difference between the country's savings and investment) at the core of so-called "global imbalances," with current account surpluses in oil-producing countries, Japan, China, and other Asian countries taking the bulk of the "other side." 15 The nature of the U.S. deficit, however, changed over time. In the late 1990s, the U.S. government increased its savings as firms did the same with their investments, thus accounting for most of the imbalance. But after 2000-2001, although U.S. firms continued to increase their savings, the government and households reduced theirs.
As world savings must equal world investments, changes in the U.S. current account deficit have implications for other countries' current accounts. To sustain the same level of world growth, reductions in the U.S. deficit should be balanced with other countries' deficits or the surplus countries should reduce their surpluses. Authorities in Japan have been struggling with zero (or close to zero) inflation and low growth. 16 In 2005, China adopted a de jure floating regime, but de facto changes have been limited. 17 As the world coped with the aftermath of the U.S. subprime crisis, the evolution of global imbalances has had a first-order impact on global growth. In March 2009, the World Bank presented its most dismal outlook for the global economy to date, forecasting negative growth for the full year, a phenomenon not seen since World War II. Individual nations tried to stabilize and steer their economies towards recovery through monetary, fiscal, and financial policies. At the same time, they recognized that 10 See Rafael Di Tella, Huw R. Pill, Miguel Lopez de Silanes Gomez, Cinthia Fernholz Violand, and Ingrid Vogel., "Bolivia: the scope and scale of the financial crisis required a greater coordinated effort. Yet at the Group of 20's (G20) summit of top level financial ministers held in the first week of April 2009, there was discord among the nations that accounted for 80% of the world economy on what kind of joint action had to be taken. The United States urged other nations to push forward with a greater fiscal stimulus while several European nations, led by France and Germany, stressed the need for greater financial regulation at the global level instead. the global level instead. Although there were underlying differences in domestic constraints that caused the discord among nations on what had to be done, there were also contrasting views on what kind of short and long-term policies would really work.
B. International Capital Flows, Sovereign Risk, and Exchange Rates 18
The book covers issues that define international economics as a distinct field-the implications of sovereign governments and national currencies, and the determinants and effects of cross-border capital flows. Three basic insights are essential.
First, trade in goods is different from trade in financial assets. Because a financial transaction inherently involves a commitment to pay at a later date, payments are always contingent and hence, fundamentally affected by the problems of asymmetric information (such as moral hazard and adverse selection) and the risk of non-enforcement. Both problems are exacerbated in international financial transactions. Information is generally better shared inside countries than across international boundaries, and it is far easier to use national legal systems to manage contractual disputes than it is to rely on stillweak international legal norms. International capital flows can bring substantial gains by augmenting local savings and improving technology. But under pre-existent distortions, weak institutional settings, and-particularly-under unregulated financial markets, international capital mobility can exacerbate the misallocation of resources, increase the likelihood of financial crises, and impair growth.
Second, international financial flows are affected by two additional macroeconomic risks that are absent within countries. That is, the international financial system is burdened not just by asymmetric information and contract uncertainty. One further consideration is sovereign risk: governments can choose to default on their international obligations. The second complication is that countries generally have their own currencies and the rise and fall of currencies relative to one another often can be decisive for investors' returns. 19 Potential net gains from international financial trade are contingent on containing these risks.
The main channel through which international capital mobility exacerbates problems associated with trade in assets is related to sovereignty: the involvement of governments as implicit parties to international contracts. 20 The importance of the recurring phenomenon of countries defaulting on their obligations underscores this problem and has prompted an enormous volume of theoretical and empirical literature. 21 Research has focused on why countries ever choose to pay their debts and why private creditors ever expect repayment, given that repayment incentives for governments are minimal in the relative absence of collateral and that courts have limited ability to extract compliance from sovereign entities in the absence of a supranational legal authority empowered to enforce contracts across borders.
The use of different currencies can generate additional macroeconomic risks. 22 Currency mismatches such as dollar liabilities versus domestic-currency assets, for example, can fuel exchange rate volatility and occasion systemic risk. Developing countries are often characterized by their inability to borrow externally in their own currencies as well as by their extensive domestic liability of dollarization/indexation. 23 This exacerbates problems related to large exchange rate movements. For example, a large depreciation of the domestic currency can lead to an increase in the value of debts relative to assets (in contrast, for example, to the United States, which can issue debt in local currency). This accounts for the tendency of emerging market floaters to be guided more heavily than industrial countries by exchange-market developments, a reduced monetary autonomy phenomenon that Calvo and Reinhart (2002) have labeled "fear of floating." 24 Third, international capital flows have important macroeconomic consequences, and policymakers face a difficult trade-off among three objectives: monetary policy autonomy, a stable fixed exchange rate, and free capital mobility. Also known as the "irreconcilable trilogy," the open-economy "trilemma" is that only two of the three goals can be reached simultaneously. When capital outflows surge, as they sometimes do, a central bank that does not want their currency to depreciate must either increase interest rates to attract capital or purchase its own currency using foreign exchange reserves. If the flows of capital are large, a central bank might quickly exhaust its foreign exchange reserves with little influence over the market outcome. Increasing interest rates, on the other hand, can have negative consequences for economic activity and employment. In a country where the financial sector is weak, the consequences can be devastating. Similarly, countries experiencing net capital inflows face appreciating exchange rates and increasing money supply which can lead to undesirable inflation, or fuel bubbles in asset prices. Popping asset bubbles can bankrupt the financial systems of countries with heavily exposed domestic banks, as seen in Japan and many Asian countries in the 1990s. Although central banks can "sterilize" increases in international reserves by selling government bonds and thereby reducing domestic credit, this tends to keep interest rates high. Because the government pays a higher interest rate on its bonds than it receives on its foreign reserve holdings, sterilization represents a non-trivial cost to the government of encouraging continued capital inflows. 25 Sterilization is at best only a temporary policy; the evidence to date suggests some scope for sterilization in the short run, but gives little indication of its viability as a long-term policy. 26 If capital movements are restricted, however, countries can pursue autonomous monetary policies while maintaining fixed exchange rates.
More generally, international borrowing has to be repaid in the future (ignoring the sovereign risk considerations discussed above), for which some investment in profitable projects is important. As such, adequate domestic incentives to invest foreign capital productively are crucial. However, many times, capital flows abruptly stop with severe negative effects.
The academic literature has identified numerous mechanisms that can lead to currency and financial crises. In the canonical "first-generation" crisis models, a government with persistent moneyfinanced budget deficits is assumed to use a limited stock of reserves to peg its exchange rate. 27 This policy would ultimately be unsustainable and investors' attempts to anticipate the inevitable floating of the exchange rate would generate a speculative attack on the currency when reserves fall to a critical level. An unsustainable fiscal deficit will lead to reserve losses, current-account deficit, real appreciation, and an inevitable collapse (Southern Cone experiences of the 1970s, Brazil in 1999). In "second generation" models, a government chooses whether or not to defend a pegged exchange rate by trading off short-run macroeconomic flexibility against longer-term credibility. 28 This is potentially a multiple equilibria story. Defending the peg is more expensive (via higher interest rates) if the market believes the defense will ultimately fail. Multiple equilibria are thus occasioned by speculative attacks on the currency originating from a predicted deterioration of fundamentals or via a self-fulfilling prophecy (EMS Crisis in Europe in the 1990s). "Third generation" models were developed to account for the crises of the late 1990s (characterized as currency and financial crises) emphasizing balance sheet effects and implicit government guarantees (Asian financial crisis and Korea in 1997). 29 For emerging markets, in particular, there is a potentially explosive multidirectional interaction among the currency market, government finances, and banking and corporate sectors.
Although crises can sometimes be driven by expectations, their possibility presupposes some weakness in various "fundamentals" of an economy. 30 These might be institutional (e.g., quality of bank supervision, quality and transparency of corporate governance, state of domestic financial development, strength of the domestic judicial system) or macro (e.g., a competitive real exchange rate, the sustainability of the trajectory of the public debt, the term and currency composition of external debt).
The case of Brazil, for example, shows how fiscal imprudence can generate unstable government debt dynamics in which government borrowing rates rise to reflect higher default probabilities, inducing further borrowing and rate hikes, thus increasing the probability of an eventual crisis. 31 Political economy considerations also play an important role. In South Korea, prior to its 1997-1998 crisis, the fundamental institutional distortions were the political power of chaebols, which effectively manipulated the financial system to obtain access to cheap funding, and a pervasive government bailout mentality (moral hazard). 32 The fragility of the financial system became worse with the government's decision, earlier in the 1990s, to open the economy to short-term but not long-term foreign lending. 33 Troubles associated with early financial liberalization were also a devastating experience for Chile in 1982. Policy-makers were forced to dramatically depreciate the local currency and nationalize privately contracted financial-sector external debt. Extensive restructuring of the banking system involved the imposition of strict regulations as the government tried to address currency mismatches on balance sheets. On the currency side, from the mid-1980s, the Chilean peso to U.S. dollar exchange rate was kept within a crawling band and the central parity was adjusted daily to reflect the inflation difference between Chile and its main trading partners. The goal was to maintain competitiveness, although there is a danger in any such system that expectations will feed into inflation, resulting in the accommodation of expectations via the exchange rate. Chile's encaje, or unremunerated reserve requirement on foreign capital inflows, although initially maintained, was scrapped in the late 1990s as the regime was tested during the Asian crisis. A noteworthy feature here is that by, for example, adopting a tight fiscal policy and prudent banking regulation, countries can create conditions that minimize risk.
Recent literature suggests that certain structural preconditions for financial inflows can maximize their beneficial effects in an emerging market economy. 34 Even in the case of FDI flows, where research identifies benefits linked to know-how and managerial skills as well as lower volatility, success stories like those of Ireland and Botswana suggest a key role for domestic policies. During the 1990s and 2000s, an extraordinary consensus emerged among policy-makers: nearly all lauded the benefits of FDI. 35 Unlike more liquid capital flows, FDI appeared to be stable and proponents further claimed, quite plausibly, a number of other beneficial effects of FDI for recipient countries, including increased productivity and transfers of technology, managerial skills, and know-how. Governments around the world rushed to reduce taxes and provide special incentives for foreign firms to build plants and, following the example of success stories such as that of Ireland, Eastern Europe embraced the FDI development strategy of lowering taxes. 36 The empirical record indicates that the benefits of FDI are most likely to be realized when capital flows are complemented by a range of domestic policies that enhance stability and growth. 37 We are living in an era of globalization that is in many ways without historical precedent. Trade and capital flows have been liberalized in many parts of the world. In 2009 the world was coping with the first global slowdown since World War II. Many feared increased protectionism. While the potency of conventional macroeconomic policies may have diminished or been affected as a result of globalization, good policy-making and judgment become even more critical. Understanding the implications of these dramatic economic developments is crucial for students in their capacity as managers and leaders.
